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SUMVARY CF BI LL

This bill would do the follow ng:

?? All ow corporations to deduct interest expense attributable to dividends
recei ved from an insurance conpany subsidiary that are deductible from
i ncone.

?? Specify that Revenue and Taxation Code (R&TC) Section 24425, which denies a
deduction for expenses relating to the production of incone that is not
included in the measure of California tax, would not apply to expenses
related to deducti bl e dividends received frominsurance conpani es.

?? Renove the comercial domicile restriction fromR&TC Section 24410, thereby
permtting all corporations, regardless of commercial domcile, to deduct
di vi dends received from an insurance conpany subsidiary.

?? Declare legislative intent that the changes made by the bill should not be
construed to have any effect on the interpretation or application of R&TC
Sections 24344, 24410 and 24425 prior to the effective date of the bill.

SUWARY COF AMENDMENTS

The August 7, 2000, anmendments deleted the prior version of the bill inits
entirety and replaced it with the provisions discussed in this analysis. As a
result, the departnment’s prior analyses of this bill no | onger apply.

EFFECTI VE DATE

As a tax levy, this bill would becone effective i nmedi ately upon enact nent and
woul d apply to incone years begi nning on or after January 1, 2000.

LEG SLATI VE H STORY

SB 1125 (1999) was identical to this bill. The Governor vetoed SB 1125 on
October 10, 1999, with the follow ng nessage: “Allow ng corporations to deduct
an expense related to incone that is excluded fromtaxation would be neither fair
nor in keeping with sound taxation principles. By allow ng a double benefit for
corporations with respect to dividends received frominsurance subsidiaries, this

bill would set a precedent for other taxpayers to seek simlar treatnent.”
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SB 1229 (Stats. 1999, Ch. 987) woul d have renoved the comercial domicile
restriction fromR&TC Section 24410. However, SB 1229 was tied to SB 1125 so
that if only SB 1229 were enacted, only technical changes would be nmade, not the
conmmerci al domcile change. SB 1125 was vetoed; thus, SB 1129 nmade only
techni cal changes to R&TC Section 24410.

SB 2171 (2000) woul d resolve a constitutional issue by renoving from R&TC Secti on
24410 the prohibition on corporations that are commercially domcil ed outside of
California from deducting dividends received froman insurance conpany subsidi ary
operating in California and subject to the gross premuns tax. Al corporations
woul d be permtted to deduct dividends, regardl ess of where conmercially
domiciled. SB 2171 would apply to all open years. SB 2171 is being held in the
Senat e Appropriations Committee.

PROGRAM HI STORY/ BACKGROUND

I nsurance conpanies in California are taxed by levying a flat percentage tax
(2.35% on their gross witten premuns, with certain deductions. This tax is

i nposed under Article XIlIl, Section 28 of the California Constitution and is
intended generally to be “in lieu of” all other taxes or methods of taxation
Thus, a corporation engaged in the insurance business is not subject to the Bank
and Corporation Tax Law and is not included in a unitary group’s conbi ned report.

Many i nsurance conpani es have adopted a structure in which the parent corporation
(which is subject to the Bank and Corporation Tax Law) is a hol ding conpany with
an i nsurance conpany subsidiary. One advantage of this structure is that the
parent hol di ng conpany can borrow and i nvest where the insurance conpany
subsidiary is prohibited fromdoing so for regulatory reasons.

To prevent double taxation (gross premuns tax on the insurance conpany

subsi diary and taxabl e dividends to the corporate parent), a dividend deduction
was enacted in the Bank and Corporation Tax Law to the extent the dividends arose
fromactivities in California (since the payor's incone from which the dividend
was paid was subject to California gross prem uns tax).

SPECI FI C FI NDI NGS

Federal | aw allows a deduction fromgross income for dividends received froma
donestic corporation that is subject to incone tax. This deduction is limted by
stock ownership. One hundred percent of the deduction is all owed when received
froma corporation that is a nmenber of the sane affiliated group (generally, 80%
or nore common ownership); 80% of the deduction is allowed when received froma
corporation which is at |east 20% but | ess than 80% owned; and 70% of the
deduction is allowed when received froma corporation |ess than 20% owned. The
percent age owned refers to the percentage of stock, by vote and val ue, owned by
the recipient corporation. Preferred stock is not considered in determning the
per cent age of stock owned. |In addition, 100% of the deduction is allowed for

di vi dends recei ved by a small business investnment conpany.

The total dividend deduction cannot exceed 70% (80%in the case of a 20% owned
corporation) of the recipient corporation’s reconputed taxable incone. Wen
reconputi ng taxable i ncone, any net operating |oss deduction, dividend received
deduction, capital |oss carryback and certain special deductions are not allowed.
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Federal |aw generally allows a deduction for interest paid or accrued during the
i ncome year on a corporation’s indebtedness. However, that deduction is
disallowed to the extent attributable to the production of exenpt incone.

Current state |aw provides for the use of an apportionnent fornula when assigning
busi ness incone of nultistate and nultinational corporations to California for
franchi se tax purposes. For nost corporations, this formula is the average of
the factors of property, payroll and doubl e-wei ghted sal es applied agai nst
wor | dwi de i ncore.

Each factor is the ratio of in-state activity to worldwi de activity. Nonbusiness
i ncone fromintangi ble property is generally allocated to the taxpayer’s
comercial domicile. Nonbusiness income fromtangible property is generally

all ocated to the physical |ocation of the property.

California Regulation Section 25120(c)(4) applies transactional/functional tests
to determne the classification of dividend i ncome as busi ness or nonbusi ness
income. Under these tests, dividends are business incone when (1) the stock was
acquired in the regular course of the taxpayer's trade or business operations, or
(2) the purpose for acquiring and holding the stock is related to or incidental
to the trade or business operations.

Thus, dividends are business income when the stock from which those dividends are
derived is held in the ordinary course of business, such as by a stockbroker
CGenerally, dividends will also be business incone if they are derived from stock
hel d as current assets or excess working capital. More recently, dividends have
been consi dered to be business income when the stock is held for a purpose which
furthers the unitary business operations, such as when stock of a supplier is
held in order to ensure a steady source of raw materials (Appeal of Standard Gl
Conpany of California, Cal. St. Bd. of Equal., March 2, 1983).

CGeneral ly, dividends are nonbusi ness i nconme when the stock is held as an
investment unrelated to the taxpayer’s trade or business activities. CQurrent
state | aw (R&TC Section 25126) provides that nonbusi ness dividend incone is
allocated to the taxpayer's commercial domcile.

Current state |aw (R&TC Section 24402) excludes fromtaxable i ncone a portion of
any dividends received in taxabl e years beginning after 1989 that are paid out of
i ncome that was subject to either the franchise tax, the alternative m ni mumtax
or the corporation incone tax in the hands of the paying corporation. The intent
of this lawis to avoid double taxation of corporate incone at the corporate
level. The exclusion is in the formof a deduction fromgross incone. For the
reci pient corporation to claimsuch a deduction, the paying corporation nust have
had i ncone fromsources in California that required the filing of a California
incone or franchise tax return. The Franchi se Tax Board nmakes a conputation each
year, after the returns are filed, to determ ne the percentage of dividends paid
during the year which are deductible by recipient corporations. |In making this
conputation, a formula is used, allocating within and without the state certain
itenms, such as federal inconme tax, which affect earnings and profits but which do
not affect the inconme taxable for California tax purposes.
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Once California deductible dividends have been conputed, the deduction is further
limted in a manner simlar to the federal stock ownership rules. e hundred
percent of the conputed deduction is all owed when received froma corporation
nore than 50% owned by the recipient; 80% of the conputed deduction is allowed
when received froma corporation which is at |east 20% but | ess than 50% owned;
and 70% of the conputed deduction is allowed when received froma corporation

| ess than 20% owned.

Under current state |aw (R&TC Secti on 24410), corporations comrercially domciled
in California are permtted to deduct dividends received froman insurance
conpany subsidiary operating in California and subject to the gross prem uns tax,
provi ded at | east 80% of each class of stock of the insurance conpany is owned by
the parent corporation. The deduction is based on the portion of the dividend
attributable to California sources and determ ned by applying a special three-
factor fornmula.

The rationale for R&TC Section 24410 is to provide simlar relief fromdouble
taxation as is provided to general corporations under the dividends received
deduction of R&TC Section 24402. R&TC Section 24410 essentially determ nes the
hypot heti cal incone that would have been properly inposed on an insurance conpany
if it were subject to the franchise tax and treats the gross prem uns tax as
havi ng been i nposed on that incone.

When R&TC Section 24410 was enacted (Stats. 1968, Ch. 1379), essentially al

di vi dends were thought to be nonbusi ness incone unl ess receipt of dividends was
the taxpayer’s principal trade or business (e.g., dealers in stocks and
securities). This theory was based on pre-Uniform D vision of Incone for Tax
Pur poses Act (UDI TPA) case |law that held the source of the dividend i ncome was
the shares of stock and the situs of such stock was traditionally the comercia
domcile of the investing corporation (Southern Pacific Co. v. MCol gan, 68 Cal
App. 2d 48 (1945)). Earlier versions of California Regulation Section
25120(c) (4) reflected this theory.

Subsequently, California case |aw held that dividends could be business incone if
the dividends net the transactional/functional tests inplicit in R&TC Section
25120, and that the (forner) FTB regul ations were invalid because they were
contrary to those statutory tests (Appeal of Standard O | Conpany of California,
supra.). The Franchi se Tax Board anended Regul ati on Section 25120(c)(4) to apply
transactional /functional tests to determine the classification of dividend incone
as busi ness or nonbusi ness i ncone.

Because di vi dends can be treated as business incone, the commercial domcile
restriction in R&TC Section 24410 operates as a preferential treatment only for
California conmrercially domciled corporations. Recent court decisions have
found simlar laws to be facially discrimnatory against interstate comerce,

w thout legitimate | ocal purpose, and thus unconstitutional (e.g., Canps

Newf ound/ Onat onna, Inc. v. Town of Harrison, Miine (1997) 520 U S. 564,

137 L. Ed. 2d 852). Thus, it is likely that R&TC Section 24410 woul d be found
unconstitutional to the extent the deduction is allowed only to a California
dom cil ed corporation as discrimnatory against interstate conmerce.
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Current state |aw generally provides a deduction for all interest paid or accrued
on busi ness debts. However, California restricts interest expense deductions of
corporations subject to allocation and apporti onnent when their total interest
expenses, | ess expenses deducted in arriving at net nonbusi ness inconme, exceed
busi ness (apportionable) interest income. Deductible interest attributable to
nonbusi ness i ncone includes interest that is deductible for federal purposes and
incurred for foreign investnment, which may be offset agai nst deducti bl e di vi dends
(under R&TC Section 24111). The purpose of the “interest offset” is tolimt

i nterest expense deductions attributable to the production of nonbusi ness income
not included in the neasure of the California tax”

Current state |aw (R&TC Section 24425) denies a deduction for all expenses,
including interest expense, relating to the production of incone that are not
included in the nmeasure of California tax.

Article I'll, Section 3.5 of the California Constitution provides that an

adm ni strative agency does not have the power to declare a statute unenforceable
or refuse to enforce a statute on the basis that it is unconstitutional or that
federal law or federal regulations prohibit the enforcenent of such statute. The
agency nust continue enforcement until an appellate court has nade a
determnation that the law is unconstitutional or that federal |aw or federa
regul ati ons prohibit the enforcenment of such statute.

This bill would allow corporations to deduct interest expense attributable to

di vi dends received froman insurance conpany subsidiary that are excluded from
i ncome (pursuant to the dividends received deduction of R&TC Section 24410).

This bill would specify that R&TC Section 24425 woul d not apply to any expenses,
not just interest expenses, related to deductible dividends that a corporation
recei ved froman insurance conpany subsidiary operating in California and subject
to the gross prem uns tax.

This bill also would renove the comercial domicile restriction fromR&TC Section
24410. Thus, all corporations, regardl ess of where commercially dom ciled, would
be permtted to deduct dividends received froman insurance conpany subsidiary.

Finally, this bill would nake m nor technical changes to R&TC Section 24410 and
declare legislative intent that the changes nmade by the bill should not be
construed to have any effect on the interpretation or application of Sections
24344, 24410 and 24425 prior to the effective date of the bill.

1 In Hunt -Wesson, Inc. v. Franchise Tax Board, 145 L.Ed. 2d 974: (2000) __ U S _ , the US
Suprene Court ruled that California s interest offset provision is unconstitutional. The Court
ruled that the interest offset provision is not a reasonable allocation of expense deductions to
the incone that the expense generates, and therefore constitutes inpermssible taxation of incone

outside California' s jurisdictional reach in violation of the Due Process and Conmerce Cl auses. In
response to the Hunt-Wsson decision, departnent staff has instructed taxpayers to use direct
tracing for assigning interest expense between busi ness and nonbusi ness incone. |If interest

expense cannot be directly traced, then a proportional nethod, such as a ratio of gross incone or a
ratio of assets, is acceptable.
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Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations:

?? Proponents argue that hol di ng conpani es should be allowed to invest in
their subsidiary insurance conpani es and receive tax deductible
di vidends fromthe subsidiaries w thout having to reduce the deduction
for interest incurred in borrowing the invested funds. Proponents’
rationale is that the dividends paid by the subsidiaries have al ready
been “taxed” under the insurance gross prem uns tax.

?? Currently, with respect to any corporation (including a holding
conpany) receiving deductible dividends froma non-unitary subsidiary
in any line of business, the interest deduction of the corporation is
subject to the R&TC Section 24425 deduction limtation rules. Thus,
this bill would place corporations (including holding conpanies) with
i nsurance subsidiaries in a nore favorable tax position than
corporations (including holding conpanies) with general corporation
subsi di ari es.

?? There does not appear to be any specific tax policy to support relief
from doubl e corporate taxation only for California domciled hol ders
of insurance conpany stock. Further, the objective of R&TC Section
24410 appears to be the sane as the objective of R&TC Section 24402 --
to provide relief fromdouble taxation. The conmercial domcile
restriction of R&TC Section 24410 was probably included because, at
the tinme of original enactnent, such dividends generally were thought
to be nonbusi ness incone and thus were allocated to conmerci al
domcile. By renoving the cormmercial domicile restriction fromR&TC
Section 24410, this bill would make the tax policy of R&TC Section
24410 consistent with R&TC Section 24402.

?? Since the commercial domcile restriction is |likely unconstitutional
its renoval should apply to all open years rather than prospectively
to provide relief for all taxpayers.

| npl enrent ati on Consi der ati ons

Since the renoval of the comrercial domcile restriction fromR&TC Secti on
24410 woul d apply only prospectively, the departnment would be required by
the California Constitution to enforce the restriction for prior years,

unl ess and until an appellate court declares California |law to be
unconstitutional or in violation of federal |aw

I mpl enentation of this bill would occur during the department’s nornma
annual system update.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnent’s costs.
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Tax Revenue Estinate

The dividend deduction issue would result in unknown revenue | osses annually
(begi nning January 1, 2000) that cannot be quantified due to data
[imtations. Renoving the expense deduction |limtation, however, is
expected to reduce revenues as foll ows:

Esti mated Revenue | npact for
Renmovi ng t he Expense Deduction Limtation
[$ In MIIlions]

2000- 01 2001- 02 2002-03 2003- 04 2004- 05
(%$2) ($3) ($3) ($5) ($5)

In the departnent’s analysis of SB 1125 (1999) the estimted revenue | oss of
t he expense deduction limtation was $1 million annually. The estinmate of
revenue | osses was increased, as reflected in the above table, based on

addi tional information provided by audits.

Tax Revenue Di scussi on

Sufficient data do not exist to estimate the nmagnitude of |osses resulting
fromrenoving the commercial domicile restriction from Section 24410

di vidends. Even without this bill, revenue |osses are likely as the result
of cases testing the constitutionality of the current statue under which
only comrercially domciled corporations are allowed the partial dividend
deducti on.

Renmovi ng the expense deduction limtation for insurance conpany dividends
woul d result in revenue | osses annually. Expenses directly traceable or
allocated to income not included in the measure of tax (dividends deducted
under Section 24410) woul d determ ne the revenue inpact of renoving the
expense deduction [imtation

The estimate for renoving the expense deduction Iimtation consists of two
groups: (1) parent corporations domciled in California and (2) parent
corporations domciled outside of California. For parent corporations
domciled in California, audit data were collected for recent audit cycles.
Audit assessnments have been issued because taxpayers either did not allocate
expenses or used a nmethod the department believes is inappropriate for

al | ocati ng expenses to dividends deducted under Section 24410. It is
assuned a najority of these assessments are sustainable. Projected
sust ai nabl e assessnents were grossed up to account for corporations
currently conplying on a self-assessed basis. The net estimate for the

Cal i forni a-based corporations was further grossed up to allow for non-
California based corporations. Cash flow estimates above reflect timng of
foregone audits of taxpayers not conplying under current |aw.

PCSI TI ON

Pendi ng.

At

its July 6, 1999, neeting, the Franchise Tax Board voted 2-0 to support

SB 1125 (a bill identical to this bill).



